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(57) ABSTRACT 

A municipal note index futures contract in accordance With 
the principles of the present invention includes a suf?cient 
number of municipal bonds to maintain a broad re?ection of 
the market as a Whole. The municipal bonds represent a 
Widely dispersed sampling. The municipal bonds are issued 
by an issuer Who has a minimal credit rating depending on 
the target sector. The issue price of the bond must have a 
minimum value at its issuance date and each municipal bond 

(22) Filed; Man 20, 2003 must have a minimal principal siZe and be apart of a minimal 
offering siZe to be eligible for inclusion. The index is revised 

Publication Classi?cation frequently enough to prevent the index from becoming 
“stale” While minimizing disruptions. Bonds that have had 

(51) Int. Cl.7 ................................................... .. G06F 17/60 outsiZed price moves on settlement date are eliminated. 
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MUNICIPAL NOTE INDEX FUTURE 

FIELD OF THE INVENTION 

[0001] The present invention relates generally to munici 
pal bond/note indexes and futures contracts based thereon. 

BACKGROUND OF THE INVENTION 

[0002] A variety of different types of contracts are traded 
on various commodity exchanges and other markets 
throughout the World. A cash contract is a sales agreement 
for either immediate or deferred delivery of the actual 
commodity. An option is a contract that conveys the right, 
but not the obligation, to buy or sell a particular commodity 
or futures contract on a commodity at a certain price for a 
limited time. A call option is an option that gives the buyer 
the right, but not the obligation, to purchase the underlying 
commodity or futures contract at a certain price (knoWn as 
the strike price) on or before the expiration date. Aput option 
is an option that gives the option buyer the right, but not the 
obligation, to sell the underlying commodity or futures 
contract at the strike price on or before the expiration date. 

[0003] A futures contract is a legally binding agreement, 
typically entered into on or pursuant to the rules of a 
commodity exchange, to buy or sell a commodity (Which 
may be a ?nancial instrument) sometime in the future. A 
commodity is generally an article of commerce or a product 
that can be used for commerce. In a narroW sense not 

intended for use herein, futures and options contracts for 
commodities are products traded on a formally organiZed 
commodity exchange. Unlike cash commercial contracts, 
futures contracts very rarely result in delivery, because most 
are liquidated by offsetting positions prior to expiration. The 
types of commodities commonly include: agricultural prod 
ucts such as corn, soybeans and Wheat; precious metals such 
as gold; fuels such as petroleum; foreign currencies such as 
the Euro; ?nancial instruments such as US. Treasury secu 
rities; ?nancial indexes such as the Standard & Poor’s 500 
stock index; and bond indexes, to name a feW. 

[0004] Municipal Bonds are securities issued by state and 
local governments and special districts and counties. The 
funds raised from these bond offerings are typically used to 
fund improvements and development Within the municipal 
ity. Investors in the municipal bond market sometimes invest 
for the altruistic reason of funding local projects. The 
majority of people investing in the municipal bond market 
do so because municipal bonds are usually exempt from 
federal and state taxation. 

[0005] Municipal ?nance has become much more sophis 
ticated in recent years. NeW types of tax-exempt instruments 
alloW issuers to raise funds for needed projects. In 2001 
municipal issuance increased to $342.8 billion in long- and 
short-term bonds, and in 2002 municipal issuance exploded 
to a $430.7 billion. Today, more than 4.5 million investors 
hold approximately $1.8 trillion in outstanding municipal 
bonds, With more than $11 billion likely to change hands on 
a typical trading day. Advances in technology have enhanced 
all aspects of trading and price discovery, in both the cash 
and futures markets. While the municipal marketplace has 
evolved, the need for effective risk management vehicles 
groWs stronger. 

[0006] Prior to 1985, participants in the municipal bond 
market suffered from a lack of hedging vehicles. Because 
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municipal bonds do not typically track Treasury prices 
closely, Treasury futures are not generally considered to be 
the most effective hedge against municipal market risk. 
Factors such as tax laW changes and credit risk in?uence 
municipal bond yields, While Treasury bond yields are only 
indirectly in?uenced by these factors. Moreover, Treasury 
bonds are subject to international ?nance developments that 
have little bearing on local public ?nance. Also, rules 
regarding the taxability of accrued interest on municipal 
bonds in securities lending transactions essentially preclude 
short sales of municipal bonds, thereby eliminating another 
possible hedging vehicle. In response to this identi?ed need, 
in 1985 the Board of Trade of the City of Chicago, 141 West 
Jackson Boulevard, Chicago, Ill. 60604-2994 (CBOT) intro 
duced a municipal bond futures contract. 

[0007] The CBOT municipal futures contract of the prior 
art Was based on the Bond Buyer 40 Index (BBI-40), Which 
Was speci?cally developed for the CBOT’s municipal 
futures contract. The Bond Buyer 40 Index is disseminated 
by Thomson Media, One State Street PlaZa, 27th Floor, NeW 
York, NY. 10004. The unit of trading for the CBOT BBI-40 
municipal bond futures contract is $1,000 times the BBI-40 
Index. The price basis is points ($1,000) and 32nds of a 
point. The minimum tick siZe is 1/32 ($31.25 per contract). 
The contract is cash settled against the closing value of the 
BBI-40 Index on the last day of trading. The last day of 
trading is the seventh business day preceding the last busi 
ness day of the delivery month. The contracts have quarterly 
futures expirations (March, June, September, December) 
With monthly and quarterly options. 

[0008] The BBI-40 Index is composed of 40 long-term, 
high-quality, tax-exempt general obligation and revenue 
bonds. Bond issues are added to and deleted from the 
BBI-40 Index based on a speci?ed set of criteria. Bonds in 
the BBI-40 Index must: be rated A- or better by Standard & 
Poor’s or A3 or better by Moody’s; have issue siZe greater 
than or equal to $50 million (except for housing bonds Which 
require a minimum issue siZe of $75 million); have a 
remaining maturity of at least 19 years upon index inclusion; 
be callable or noncallable; if callable, have the ?rst call date 
betWeen 7 and 16 years upon index inclusion; pay a ?xed, 
semi-annual coupon; and be reoffered, out of syndicate, and 
available for inter-dealer trading With prices ranging from 85 
to 105 one full day before index inclusion. Standard & 
Poor’s ratings are issued by Standard & Poor’s, 55 Water 
Street, NeW York, NY 10041 (“S&P”). Moody’s ratings are 
issued by Moody’s Investors Service, Inc., 99 Church Street, 
NeW York, NY. 10007 (“Moody’s”). 

[0009] In addition, the bonds cannot be private place 
ments. Bonds With unusual or extraordinary redemption 
features may be excluded from the BBI-40 Index at the 
discretion of The Bond Buyer. Bonds included in the BBI-40 
Index must be reoffered and eligible for dealer to dealer 
trading at least one day prior to inclusion in the BBI-40 
Index. No more than three bonds of the same issuer can be 
included in the BBI-40 Index. If three term bonds from the 
same issuer are included in the BBI-40 Index, at least one of 
these bonds must be insured by either Ambac Indemnity 
Corporation, One State Street PlaZa, NeW York, NY. 10004; 
Financial Guaranty Insurance Company, a GE Capital Com 
pany, 125 Park Avenue, NeW York, NY 10017; Financial 
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Security Assurance Holdings Ltd., 350 Park Avenue, NeW 
York, NY. 10022; or MBIA Inc., 113 King Street, Armonk, 
NY. 10504. 

[0010] If more than three term bonds from the same issuer 
are available for inclusion in the BBI-40 Index, the three 
largest term bonds in terms of principal value are added. If 
three or more term bonds are the same siZe, the term bonds 
With the longest maturity are added to the BBI-40 Index. A 
bond is considered issued by the same issuer if such bond 
has the same nominal and generic security, that is, the same 
ultimate source of payment for debt service, of another bond 
in the BBI-40 Index. A ?rst or second lien bond of the same 
generic security is de?ned as having been issued by the same 
issuer. 

[0011] The BBI-40 Index is priced tWice daily at 12 noon 
and 3 pm. eastern time by ?ve brokers. Prices submitted are 
bid, transaction, or an evaluation of the bid side price. Acting 
as independent brokers, these ?rms may not take positions 
in the cash or futures markets. The highest and loWest prices 
submitted by the brokers for each bond are dropped. The 
average of the remaining three prices is then divided by a 
conversion factor that equates the bond’s price to a six 
percent (6%) yield (from 1985 to 1999, the bonds Were 
equated to an eight percent (8%) yield). The 40 converted 
component bond price numbers resulting from these calcu 
lations are then averaged and multiplied by a continuity 
coef?cient. The purpose of this coef?cient is to ensure 
pricing continuity so that the value of the BBI-40 Index does 
not change as a result of the change in the composition of the 
bonds included in the BBI-40 Index. 

[0012] Municipal bond futures contracts are considered by 
many market participants to be the most important shorting 
vehicle available to the long end of the municipal market. 
Market participants have long recogniZed the value of this 
contract in the marketplace. The fact that the contract has 
been available since 1985 is a testimony to its usefulness. 
HoWever, despite the positive bene?ts of the contract, it is 
not Widely used in today’s marketplace, i.e., there is limited 
activity involving investors and underWriters. Much of the 
trading that does occur derives from the activities of arbi 
trageurs, as Well as speculators Who trade the municipals 
over bond (MOB) spread. By taking positions in municipal 
and Treasury bond futures, participants can trade on their 
expectations regarding tax-exempt municipal bond yields 
versus Treasury yields. HoWever, the Treasury Department’s 
31 Oct. 2001 announcement suspending issuance of 30-year 
Treasury bonds has eroded the relationship betWeen the 
municipal bond futures contract and the 30-year Treasury 
bond futures contracts. 

[0013] A central problem in municipal bond futures con 
tracts is that there is no “true” measure of “the market.” 
Creating a suitable operational measure of the municipal 
bond market requires a trade-off betWeen the diversity of 
issuance and the reliability of available price data. Unlike 
the market for US. Treasury securities, for example, the 
tax-exempt bond market is marked by heterogeneity. There 
are Well over one million individual issues outstanding. The 
entire credit spectrum is represented. The market is geo 
graphically fragmented. Issue siZe ranges from loW thou 
sands to hundreds of millions of dollars in par value. In 
addition, the market is vulnerable to changes in state, local, 
and federal tax regimes. 
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[0014] The loW trading volumes of municipal bond futures 
contracts has given rise to the ability of a single party to 
unduly in?uence the pricing of the contract. In response to 
this concern, on 16 Dec. 1999 the CBOT received approval 
from the Commodity Futures Trading Commission (CFTC) 
to limit the positions that anyone can hold in municipal bond 
index futures and options to 4,000 contracts during the last 
three days before the contract expires. The CFTC is an 
independent agency of the United States government created 
to administer the Commodity Exchange Act and Which is 
located at Three Lafayette Centre, 1155 21St Street, NW, 
Washington DC. 20581. While helping to address single 
party in?uence, these limits reduced participation in trading 
by market participants and reduced liquidity of the market. 

[0015] Another draWback to municipal bond futures con 
tracts of the prior art is in the pricing discovery of the index. 
The BBI-40 often traded as a “When issued” index since 60 
percent or more of the bonds Would fall out of the basket 
during the three months up to contract expiry. The market 
had a difficult time of pricing forWard since most of the 
bonds Would roll out of the index prior to expiry. 

[0016] Another draWback to municipal bond futures con 
tracts of the prior art is in the pricing methodology of the 
index used in the derivation of the municipal futures contract 
price—throughout the life of the contract, and particularly 
on index revision and settlement days. The prior art index 
suffers from the draWback that the index is based on indica 
tive price evaluations, and thus does not necessarily re?ect 
actual transactions or ?rm quotes. Often, there Will be 
limited ?oat in a particular bond, so no bonds are readily 
available for purchase or sale. Nonetheless, the index price 
may move despite the fact that the actual market price for the 
bond did not. 

[0017] Another draWback to municipal bond futures con 
tracts of the prior art is that market participants did not have 
con?dence in the price at Which they could execute block 
trades. This decreased liquidity in the municipal futures 
contract and in the long-term cash market. In response to this 
concern, in May 2000 the CBOT received approval from the 
CFTC to alloW all-or-none (AON) trades in tWo-year Trea 
sury note futures and municipal bond futures. Basically, 
AON trading provides customers With a modi?ed block 
trading facility in a ?oor-based environment. In an AON 
trade, a broker receives an all-or-none order or request for a 
quote, and noti?es the pit of the order and desired quantity. 
The bid/offer is either accepted or rejected by the broker 
executing the AON order. The entire quantity of the AON 
order must be accepted and traded at one price opposite a 
single party. HoWever, this trade facility has been used 
infrequently, if at all. 

[0018] What Would therefore be useful Would be a munici 
pal note futures contract that alloWs dealers, mutual funds, 
money managers, issuers and the like to manage the risks 
associated With buying, selling, or holding municipal secu 
rities. A municipal note futures contract should be useful to 
institutional investors to expand or reduce exposure of a 
portfolio of tax exempt securities. A municipal note futures 
contract should be useful to dealers Who are exposed to 
potential losses on the sale of bonds if interest rates rise by 
alloWing hedging to protect inventory in volatile interest rate 
environments. A municipal note futures contract should 
create coverage in anticipation of a more permanent shift 
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into the tax-exempt sector. Amunicipal note futures contract 
should enable investors Who lack a presence in the tax 
exempt market to generate synthetic positions. A municipal 
note futures contract should maintain a broad re?ection of 
the tax-exempt market as a Whole. A municipal note futures 
contract should utiliZe a broad-based index, a transparent 
pricing mechanism, and incorporate accurate settlement 
pricing. 

SUMMARY OF THE INVENTION 

[0019] A municipal note index futures contract in accor 
dance With the principles of the present invention alloWs 
dealers, mutual funds, money managers, issuers and the like 
to manage the risks associated With buying, selling, or 
holding municipal securities. A municipal note index futures 
contract in accordance With the principles of the present 
invention enables institutional investors to expand or reduce 
exposure of a portfolio of tax exempt securities. A municipal 
note index futures contract in accordance With the principles 
of the present invention enables dealers Who are exposed to 
potential losses on the sale of bonds if interest rates rise to 
hedge to protect inventory in volatile interest rate environ 
ments. A municipal note index futures contract in accor 
dance With the principles of the present invention creates 
coverage in anticipation of a more permanent shift into the 
tax-exempt sector. A municipal note index futures contract 
in accordance With the principles of the present invention 
enables investors Who lack a presence in the tax-exempt 
market to generate synthetic positions. A municipal note 
index futures contract in accordance With the principles of 
the present invention maintains a broad re?ection of the 
tax-exempt market as a Whole. A municipal note index 
futures contract in accordance With the principles of the 
present invention utiliZes a broad-based index, incorporates 
a transparent pricing mechanism, and incorporates accurate 
settlement pricing. 

[0020] A municipal note index futures contract in accor 
dance With the principles of the present invention includes a 
sufficient number of municipal bonds to maintain a broad 
re?ection of the market as a Whole. The municipal bonds 
represent a Widely dispersed sampling. The municipal bonds 
are issued by an issuer Who has a minimal credit rating 
depending on the target sector. The issue price of the bond 
must have a minimum value at its issuance date and each 
municipal bond must have a minimal principal siZe and be 
apart of a minimal offering siZe to be eligible for inclusion. 
The index is revised frequently enough to prevent the index 
from becoming “stale” While minimiZing disruptions. Bonds 
that have had outsiZed price moves on settlement date are 
eliminated. 

BRIEF DESCRIPTION OF THE DRAWINGS 

[0021] FIG. 1 shoWs the number of issues by date for an 
example index in accordance With the principals of the 
present invention. 

[0022] FIG. 2 is a frequency distribution of coupons in the 
example index in accordance With the principals of the 
present invention. 

[0023] FIG. 3 shoWs the returns on Treasury securities 
and the returns implied by quotes on municipal securities of 
approximately the same duration. FIG. 4 shoWs the 2001 
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closing average yields for the example index in accordance 
With the principals of the present invention. 

[0024] FIG. 5 shoWs four histograms Which provide a 
graphical illustration of the distribution shifts Within an 
example contract in accordance With the principals of the 
present invention on 4 days across 4 Weeks in July 2001. 

[0025] FIG. 6 shoWs the example contract in accordance 
With the principals of the present invention nearby quarterly 
series (index value changes in dollars) from 1 Nov. 2000-25 
Oct. 2002. 

[0026] FIGS. 7 and 8 illustrate the average yield-to-Worst 
and index values, respectively, of the issues in the example 
contract in accordance With the principals of the present 
invention. 

[0027] FIG. 9 shoWs the example contract in accordance 
With the principals of the present invention vs. the Bond 
Buyer 40 Index (Index Values in Decimals) for Nov. 1, 
2000-Oct. 8, 2002. 

[0028] FIG. 10 shoWs the example contract in accordance 
With the principals of the present invention vs. the Bond 
Buyer 40 Index (Modi?ed Duration) for Nov. 1, 2000-Oct. 
8, 2002. 

[0029] FIG. 11 shoWs the example contract in accordance 
With the principals of the present invention vs. the Bond 
Buyer 40 Index (DV01s in Dollars) for Nov. 1, 2000-Oct. 8, 
2002. 

[0030] FIG. 12 illustrates the duration history of the 
example contract in accordance With the principals of the 
present invention. 

[0031] FIG. 13 plots the DV01s of the example contract 
in accordance With the principals of the present invention 
that traders Would have used to structure such MUT spread 
positions. 
[0032] FIG. 14 shoWs the example contract in accordance 
With the principals of the present invention vs. a 10-year 
US. Treasury Note Futures (MUT Spread) for Nov. 1, 
2000-Oct. 8, 2002. 

[0033] FIG. 15 shoWs the example contract in accordance 
With the principals of the present invention vs. a 5-year US. 
Treasury Note Futures (MUF Spread) for Nov. 1, 2000-Oct. 
8, 2002. 

[0034] FIG. 16 shoWs the example contract in accordance 
With the principals of the present invention vs. an US. 
Treasury Bond Futures (MOB Spread) for Nov. 1, 2000-Oct. 
8, 2002. 

[0035] FIG. 17 shoWs the example contract in accordance 
With the principals of the present invention vs. an US. 
Municipal Futures (SAM Spread) for Nov. 1, 2000-Oct. 8, 
2002. 

[0036] FIG. 18 shoWs the example contract in accordance 
With the principals of the present invention vs. an US. 
Treasury Bond Futures (MOB Spread) for Nov. 1, 2000-Oct. 
8, 2002. 

DETAILED DESCRIPTION OF THE 
INVENTION 

[0037] The present invention provides for a municipal 
note index futures contract. Such municipal note index 
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futures contracts in accordance With the principals of the 
present invention present market users With an investment 
management tool that accurately re?ects the diverse and 
dynamic marketplace and captures the reality of What port 
folio managers currently hold. Thus, municipal note index 
futures contracts of the present invention promise to serve 
the needs of hedgers and of those institutional investors 
seeking temporary exposure to this market sector. 

[0038] Municipal note futures contract of the present 
invention correlate closely With portfolios of tax-exempt 
securities, offering targeted and effective hedges. Thus, the 
municipal note futures contract of the present invention 
signi?cantly reduces the challenge of achieving prudent risk 
management While maintaining compliance With the 
accounting requirements of Statement of Financial Account 
ing Standards 133 (“FAS 133”) promulgated by the Finan 
cial Accounting Standards Board, 401 Merritt 7, PO. Box 
5116, NorWalk, Conn. 06856-5116. 

[0039] Municipal note futures contract of the present 
invention offer market users price transparency. The under 
lying municipal note index of the present invention is 
structured such that the value of the index and the prices and 
yields of its component bonds are easily accessible. For 
example, this data is published daily on the CBOT Website 
located at WWW.cbot.com. This provides information on hoW 
the value of the index and the futures contract of the present 
invention are derived. In addition, open auction and screen 
based trading platforms of futures markets provide means 
for market users With differing information and outlooks to 
discover the market-clearing price of the moment. These 
markets then make these prices publicly available for all to 
see. The price transparency of municipal note index futures 
of the present invention speeds the time and loWers the costs 
of transactions associated With managing the risks inherent 
in a portfolio of tax-exempt securities. 

[0040] The municipal note futures contract of the present 
invention promotes progress toWard standardiZation of an 
underlying market that currently lacks a Widely accepted and 
easily referenced benchmark. StandardiZation Will, in turn, 
make it easier for market users to manage tax-exempt 
portfolio exposure and to evaluate the relative utility and 
effectiveness of alternative positions and strategies. 

[0041] Futures users often encounter signi?cantly loWer 
administrative costs than do users of cash market or over 

the-counter (OTC) alternatives. For example, the use of 
futures eliminates the administrative costs and liabilities 
associated With maintenance of cash market and OTC cash 
?oWs. Further, the use of municipal note index futures of the 
present invention avoids the manpoWer and ?nancial search 
and record keeping costs that alternative modes of risk 
management entail. 

[0042] The municipal note index futures contract in accor 
dance With the principles of the present invention derives 
from an underlying index of securities. The municipal note 
index of the present invention is the underlying cash instru 
ment of the municipal note futures contract of the present 
invention. The municipal note index of the present invention 
is composed of municipal bonds that are generally exempt 
from federal income taxation. 

[0043] The number of municipal bonds in the municipal 
note index of the present invention should be suf?cient to 
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maintain a broad re?ection of the tax-exempt market as a 
Whole. In a preferred embodiment, the municipal note index 
of the present invention is comprised of 100 to 250 munici 
pal bonds that are generally exempt from federal income 
taxation. This may include generally exempt bonds Whose 
interest payments may be subject to an alternative minimum 
tax. 

[0044] Bonds included in the index are issues that meet 
certain criteria. For a security to be eligible for inclusion in 
the index of the present invention, the issuer has a minimal 
credit rating depending on the target sector. For the index of 
the present invention to be a representative sample of market 
values in the high-grade sector of the tax-exempt bond 
market, in a preferred embodiment the issuer has an AAA 
credit rating, as determined by both Standard and Poor’s 
Corporation and Moody’s Investors Service. If any bonds in 
the index suffer a doWngrade to beloW a minimal credit 
rating during the life of the index, that bond Will be 
eliminated from the index. For the index of the present 
invention to be a representative sample of market values in 
the high-grade sector of the tax-exempt bond market, in a 
preferred embodiment if any bonds in the index suffer a 
doWngrade to a credit rating beloW A— or A3, it Will be 
eliminated from the index. 

[0045] A characteristic feature of securities markets is that 
larger issues have broader, deeper markets With Wider par 
ticipation. All else equal, larger issues are assumed to be 
more Widely held, liquid, tradable, and transparent. Conse 
quently, market prices of larger issues are more likely to 
represent true value. Thus, to be eligible a bond has minimal 
principal siZe and is apart of a minimal offering siZe. In a 
preferred embodiment, the bond has a principal siZe of at 
least $50 million and is a part of a municipal issue With a 
total deal siZe of at least $200 million. This $50 million issue 
siZe and $200 million deal siZe are sufficiently large to ?nd 
issues With broad oWnership Without unduly constraining 
the selection pool. 

[0046] Further, the structure of the yield curve is such that 
maturities longer than about 10 Years re?ect capital market 
rates of return as distinct from money market rates. HoW 
ever, perpetual bonds (such as, by analogy, consoles—the 
cash municipal market doesn’t use consoles) Would be 
excluded by the requirement for a ?xed maturity date. In a 
preferred embodiment, the remaining maturity is betWeen 10 
and 40 years from the ?rst calendar day of the corresponding 
futures contract expiration. 

[0047] Municipal bonds are typically callable. An eligible 
bond can be callable or non-callable. When bonds are 
callable, by convention they “trade to the call” When the 
dollar price is at a premium to the call price. In a preferred 
embodiment, the bond has a ?rst call date at least 7 years 
from the ?rst calendar day of the corresponding futures 
contract expiration. By requiring a call date no less than 7 
years, the index of the present invention retains its validity 
as a capital markets measure. 

[0048] Municipal bond investors typically seek tax-free 
income. This income comes from the coupon, not from price 
accretion, Which is taxed at either regular marginal tax-rates 
or capital gains rates, depending on the holding period. 
Minimum price parameters serve to keep the Index focused 
on the present value of expected future coupon income. In 
a preferred embodiment, the issue price of the bond must be 



US 2004/0199451 A1 

at least 90-00 at its issuance date. Also, having a ?oor of 90 
on issuing price avoids material de minimus issues regarding 
original issue discounts. 

[0049] Apreference for current coupons incorporates cur 
rent market levels and call protections into the index. Thus, 
to be eligible a bond must pay regular interest at a ?xed 
coupon rate Within a percentage range. In a preferred 
embodiment, the bond must pay semi-annual interest at a 
?xed coupon rate that ranges from three percent (3%) to nine 
percent (9%). 
[0050] To maintain a broad re?ection of the tax-exempt 
market as a Whole, the bonds represent a Widely dispersed 
sampling. In a preferred embodiment, no more than ?ve 
percent (5%) of the bonds in the index can be from any one 
issuer. To maintain transparency, in a preferred embodiment 
no more than ?fteen percent (15%) of the bonds in the index 
can be from any one state or territory. Further, the bonds in 
the index may or may not be insured. If the index includes 
insured bonds, in a preferred embodiment no more than forty 
percent (40%) of the bonds in the index can be insured by 
any one issuer. In a preferred embodiment, bonds issued as 
private placements are not eligible for inclusion in the index. 

[0051] The composition of the index is revised to ensure 
that it remains an accurate gauge of the municipal bond 
market. In revising the index of the present invention, a 
balance must be struck betWeen keeping the index fresh With 
neW issues and keeping the index representative as a bench 
mark by including seasoned issues. In a preferred embodi 
ment, the composition of the index is revised quarterly. Less 
frequent revisions Would minimiZe disruptions, but might 
alloW the index to become “stale.” More frequent revisions 
might prevent the index from becoming “stale,” but Would 
increase disruptions. It is expected that index turnover Will 
be on the order of 10 to 20 percent of the bonds in the index 
at each revision. Also, keeping the index ?xed through 
expiration facilitates price discovery as the index is knoWn 
from its creation through expiration. 

[0052] To remove both the incentive and means to mate 
rially in?uence the ?nal cash settlement price beyond Where 
it Would otherWise fall, the settlement price reduces the 
likelihood of index distortion due to sudden outsiZed moves 
by a small number of bonds. On the last day of trading, any 
bond Whose price change from the previous day is more than 
one standard deviation above or beloW the average price 
change of all the component bonds Will be excluded from the 
index for determination of the settlement price. Because this 
rule eliminates bonds that have had outsiZed price moves on 
settlement date, the ?nal index price is apt to be more 
representative of the Whole of the subject sector of the 
municipal bond market. This helps ensure the integrity and 
consistency of the index of the present invention, and thus 
the reliability of futures contracts in accordance With the 
present invention. 

[0053] Using only bonds Whose overnight price move is 
less than or equal to one standard deviation from the mean 
is meant to embed “strategy-proofness” into the ?nal settle 
ment procedure. In accordance With economic game-theory, 
strategy-proof rules prevent or impede actors from acting in 
Ways they Would have otherWise avoided in order to create 
a preferred outcome. In this case, the actors cannot unduly 
determine the ?nal outcome (i.e., the ?nal settlement price), 
because to the extent that their behavior causes an outsiZed 
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bond price move, the bond Will not be considered for the 
?nal settlement calculation. Moreover, the determination of 
eligibility is ex-post, so strategic behavior is constrained 
ex-ante. See, for example, Brams, S. J., Theory of Moves. 
Cambridge, England: Cambridge University Press 1994. 

[0054] In the event that more than the maximum number 
bonds meet the eligibility requirements at an index revision 
time, the issue siZe standard can be increased until it arrives 
at a level Where no more than the maximum bonds remain 
eligible for inclusion. Index revisions must not result in 
violation of any of the eligibility requirements. 

[0055] Determination of the index value is key to the 
effective use of the municipal note futures contract of the 
present invention in risk management and trading strategies. 
The fair market value calculation of the municipal note 
index must be efficient, transparent, and provide market 
users With an effective risk management and trading tool. 
The index is priced once daily by a single independent 
evaluation pricing service. In a preferred embodiment, the 
independent evaluation pricing service is FT Interactive 
Data. FT Interactive Data is an operating division of Inter 
active Data Corporation, 22 Crosby Drive, Bedford, Mass. 
01730. The independent evaluation pricing service provides 
evaluated prices for the individual component bonds and 
computes the closing value of the index. This enhances the 
fair market value determination of the index, providing a 
more effective risk management tool. 

[0056] A municipal note contract of the present invention 
Will cash settle on the last day of trading based on the 
independent evaluation pricing service determination of the 
underlying index value. The independent evaluation pricing 
service calculates the ?nal settlement value (FSV) of the 
futures contract according to the folloWing: 

[0057] Where r represents the simple average yield-to 
Worst of the component bonds in the index for the last day 
of trading, expressed in percent terms and calculated to the 
nearest 1/10 of a basis point. For example, if the simple 
average yield-to-Worst for the last day of trading is ?ve and 
one quarter percent, then r is equal to 5.25. 

[0058] The contract expiration price Will be the ?nal 
settlement value rounded to the nearest one thirty-second of 
one point. For further example, suppose the simply average 
yield-to-Worst on the last day of trading is 5.50. The ?nal 
settlement value Will be 96.19318. To render this in terms of 
price points and thirty-seconds of price points, note that it is 
betWeen 99-7/32nds and 99-6/32nds (Where each price point 
equals $1,000.00): 

99- 7/32nds : 96.21875 

Final Settlement Value : 96.19318 

99- 6/32nds : 96.18750 

[0059] The ?nal settlement value is nearer to 99-6/32nds. 
Thus, the contract expiration price is obtained by rounding 
doWn to 99-6/32nds. In the event that the ?nal settlement 
value is at the exact midpoint betWeen any tWo adjacent 
thirty-seconds of a price point, the contract expiration price 
















